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PREFACE 

The task of constructing accounts from deficient 
records is one upon which +he professional accoun- 
tant is frequently engaged and no branch of 
professional work makes larger demands upon his 
experience, care and skill. The substance of this 
book was originally delivered as a lecture to the 
Incorporated Accountants' Course at Caius and 
Gonville College, Cambridge; its purpose is to 
consider the technical problems arising and to 
suggest and illustrate methods of approach which 
have been foimd useful in practice. 

In some of its phases this work requires a good 
deal of knowledge of the ways of men and of 
insight into their minds; this kind of knowledge 
cannot be given in books but is garnered by the 
alert mind using open eyes upon the varied expe- 
riences of life. One of the lessons of experience is 
that in each investigation an open mind should 
be retained as long as possible; in no sphere is 
jumping to conclusions more dangerous. 

The author gladly acknowledges his debt to the 
members of the "Cambridge Course, 1936"; to 
the ever ready help and wide experience of his 
partner, Mr. W. H. Morgan, F.S.A.A. ; and to his 
friend Mr. Donald Hayden, F.S.A.A., for valued 
assistance on matters of which he has a specialist's 
knowledge. 


W. J. B. 
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CONSTRUCTING ACCOUNTS 

FROM 

DEFICIENT RECORDS 

CHAPTER I 
INTRODUCTORY 
1 

Notwithstanding the increase in commercial 
education, there are still very many small busi- 
nesses in which the records currently maintained 
are not sufficient to disclose all the business 
transactions and financial position; the task of 
preparing accoimts in such cases may be simple 
but it may also be among the most difficult and 
responsible undertaken by professional accoimt- 
ants, especially where the trade is entirely or 
mainly for cash. Many practices consist largely 
of work for small concerns and, in spite of the 
growth of large manufacturing units, distributing 
organizations and chain stores, a great proportion 
of business transactions remains in the hands of 
individually small traders. 

In addition to traders, many professional people, 
such as doctors, dentists and solicitors, have insuffi- 
cient work to employ a full-time book-keeper ; they 
may engage part-time clerical assistance but are 
frequently content to make such records them- 
selves as will enable charges to be made against 
their clients, and from these minimum records some 
kind of estimation of profits is made annually for 
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the purpose of an income tax return. Very fre- 
quently this annual work is in the hands of 
professional accountants. 

The subject is, therefore, of great importance to 
many accoimtants and as the possibilities of 
variety in incompleteness are infinite, the resultant 
complexity calls for more detailed consideration 
than has usujdly been given to it. 

2 

Technically, the book-keeping of a business is 
"deficient” unless the books contain a complete 
record {a) of cash received and paid ; (6) of trading 
transactions; and also are regularly written up 
and balanced so that it is possible at any time to 
discover the state of the trader’s affairs and the 
result of his trading since the last balancing date. 
It is not, however, usual to describe the book- 
keeping as incomplete in cases where the records 
of cash and transactions are duly and promptly 
made but the impersonal side of the posting is left 
for the professional accountant to deal with by 
writing up a Private Ledger; in such cases his 
work as accountant is regarded as included in the 
book-keeping of the concern and when he has done 
it, the records are complete. 

It is comparatively easy for an accountant to 
deal with matters recorded in any way in the books 
of account and to complete the partial record, 
making such corrections therein as may be neces- 
sary. It has been said, on high authority, of the 
auditor that he "is not bound to be a detective,” 
that "he is a watch-dog but not a bloodhound” ; 
a completer of partial and incomplete records, 
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however, is not acting in the capacity of auditor 
and must possess some at least of the qualities of 
the bloodhound or of an ordinary detective, though 
he is not expected to rival the imaginative recon- 
structions of Sherlock Holmes. He must not be 
content with the pedestrian qualities of the mere 
watch-dog. Indeed, his task is largely that of 
discovering the things which are nowhere recorded 
and dealing adequately with them. 

On the other hand, the accountant is not a 
diviner and if he manages sometimes to make 
bricks without straw, he is not able to make them 
without clay, and where the information is not 
available in some form or other, he is almost 
helpless. For example, a case was recently re- 
ported in which a shopkeeper was in negotiation 
for the sale of his business and the prospective 
purchaser instructed an accountant to investigate 
and prepare some statement of working. The 
shopkeeper produced a neat record of daily cash 
takings which, on the basis of the gross profit 
percentage he claimed to make, and which might 
be regarded as usual in his trade, would give a 
margin showing a reasonable living for the shop- 
keeper, but he explained that he had no record of 
his purchases ; he had no bank account, his sales 
were for cash and he paid for his purchases out of 
the cash takings and kept the balance himself. 
In response to inquiry, he assured the accoxmtant 
that he kept all invoices and receipts on a file, 
which he produced, but the summation of the 
invoices for the last year, with an adjustment for 
the assumed gross profit, gave no confirmation of 
the total said to be cash takings. In such a case it 
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is obviously beyond the power of the accountant 
to prepare satisfactory accounts. The materials 
are not available and, as far as the past working is 
concerned, the accountant will sometimes find 
himself in a position where he can only report such 
a conclusion to his client. 



CHAPTER II 
THE LEGAL POSITION 
{ a ) In Relation to the Keeping of Accounts 

By a Sole Trader 

There is no statutory obligation on a private 
trader to keep book records of his trading trans- 
actions but (a) he is under obligation to make an 
annual return of his income for assessment to 
income tax and to satisfy the Inspector of Taxes, 
or the Commissioners, that it is correct, and (b) if 
he should be so unfortunate as to become subject 
to the provisions of bankruptcy legislation, certain 
other considerations will arise. 

With regard to the first of these considerations 
it should be realized that there is a duty on every 
trader to make and deliver to the assessor of taxes 
“ a true and correct statement ” containing “ the 
amoimt of the profits or gains arising to him ” from 
his business, for the purpose of assessment to 
income tax and he cannot do this satisfactorily 
unless book records of his trading are properly 
kept and balanced from time to time. 

Further, failing agreement with the Inspector of 
Taxes as to the amount of his assessable profits, 
the Inspector will make an assessment according 
to his estimate of the trader's profits, and either 
this will have to be accepted or an appeal made to 
the Commissioners. On appeal, the onus will lie 
upon the appellant to prove that the assessment is 
excessive, and the Commissioners may call for such 
information as they consider necessary to enable 

s 
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them to determine the question ; this will be done 
by issuing a precept requiring the tax-payer to 
deliver within a specified time schedules of details 
in regard to the business and the profits. (Section 
139, Income Tax Act, 1918.) 

In the case of Schulze v. Bensted (1915), the tax- 
payer did not dehver the schedules of particulars 
in regard to his business and profits, which the 
Commissioners required, and they thereupon con- 
firmed the assessment made on him. This decision 
was approved by the High Court. 

In Hawihorndhwaite & Sons v. Kelly the High 
Court held that the Commissioners were entitled to 
satisfaction as to what profits had been made and 
as this could not be obtained without the pro- 
duction of books and documents, they were entitled 
to call for these and, in the absence of their pro- 
duction, to confirm the assessments made. 

It is obviously necessary, for the trader’s protec- 
tion, that he should keep accounts adequate for 
the purpose of demonstrating the result of his 
trading, and he should keep them in such a form 
that statements can be produced from time to 
time, properly vouched, which shall supply answers 
to the reasonable and proper inquiries of the tax- 
ation ofl&cials. 

With regard to the second consideration named 
above, the provisions in relation to bankruptcy 
are — 

Section 158, subsection i. Bankruptcy Act, 1914, 
as amended by Section 7 of the Bankruptcy 
Amendment Act, 1926. 

Any person who has been adjudged bankrupt, or in respect of 
whose estate a Receiving Ord» Im be«i made, shall be guilty 
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of a misdemeanour if having engaged in any trade or business 
during any period in the two years immediately preceding the 
date of the presentation of the bankruptcy petition, he has 
not kept proper books of account throughout that period and 
throughout any fmrther period in which he was so engaged 
between the date of the presentation of the petition and the 
date of the Receiving Order, or has not preserved all books of 
account so kept: provided that a person who has not kept 
or has not preserved such books of account shall not be con- 
victed of an offence under this section — (a) if his unsecured 
liabilities at the date of the Receiving Order did not exceed, 
in the case of a person who has not on any previous occasion 
been adjudged bankrupt or made a composition or arrange- 
ment with his creditors, £500, or in any other case £100, or 
(d) if he proves that in the circumstances in which he traded 
or carried on business, the omission was honest and excusable. 

Further, the Court cannot grant an unconditional 
discharge from bankruptcy where the bankrupt 
has committed any of the offences set out under 
Section 26 (3) of the Bankruptcy Act, 1914, which 
includes mUr alia — 

(i) that the bankrupt has omitted to keep such books of 
account as are usual and proper in the business carried on by 
him and as suflSciently disclose his business transactions and 
financial position within the three years immediately preceding 
his bankmptcy. 

Note should also be made of the very important 
Section 158 (3) of the Bankruptcy Act, 1914, as 
amended by Section 7 of the Bankruptcy Amend- 
ment Act, 1926, virhich provides — 

For the purpose of this section, a person shall be deemed not 
to have kept proper books of account if he has not kept such 
books or accounts as are necessary to exhibit or explain his 
transactions and financial position in his trade or business 
including a book or books containing entries from day to day 
in sufficient detail of cash received and cash paid and, where 
the trade or business has involved dealings in goods, state- 
ments of annual stock-takings and (except in the case of goods 
sold by way of retail trade to actual consumers) accounts of 
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all goods sold and purchased showing the buyers and sellers 
thereof in sufficient detail to enable the goods and the buyers 
and sellers thereof to be identified. 

This provision effectively requires that all 
traders should keep books of account proper to the 
particular trade or business in which they are 
engaged and, further, that such books shall be kept 
written up to date and periodically balanced. The 
revision of the provisions in regard to book-keeping 
made by the 1926 Amendment Act was intended 
to make it possible for the Trustee in Bankruptcy 
to trace how and for what consideration goods 
were acquired, and to whom and for what price 
they were disposed of, with the exception of goods 
sold in the case of retail trade, and the neglect to 
keep books in a business of any size now renders 
the trader liable to be convicted of a criminal 
offence if he should become bankrupt. It is true 
that persons commencing business rarely fear the 
possibility of bankruptcy but, in view of the 
number of failures which result from causes out- 
side the control of the trader, the risk should 
not be regarded as negligible. 

It is possible, however, that the fear of the 
Inspector of Taxes and his estimated assessments 
may be more potent as the cause of a desire to 
maintain reasonable and sufficient records than 
the fear of the Bankruptcy Court. 

By a Firm Trading in Partnership 

Where the trading is conducted by a partnership, 
the position is somewhat different. 

The Partnership Act of 1890 provides by Section 
24, subsection 9, that — 
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The partnership books are to be kept at the place of business 
of the partnership (or the principal place if there is more than 
one) and every partner may, when he thinks fit, have access 
to and inspect and copy any of them. 

Section 28 of the Act provides that — 

Partners are bound to render true accounts and full in- 
formation of all things affecting the partnership to any partner 
or his legal representatives. 

The keeping of books recording its transactions 
is, therefore, a statutory obligation of all partner- 
ships. There are no provisions as to what consti- 
tutes “books” or “true accounts.” It should, 
however, as far as possible be kept before the 
minds of partners that the exigencies of life may 
require not only the satisfaction of the persons 
directly concerned but their legal representatives 
who may demand “true accounts and full inform- 
ation”; and this feature must in the case of a 
partnership be added to those already mentioned 
as persuasives to adequate book-keeping. 

By a Company Incorporated under the Companies 
Act 

In the case of companies, the position is much 
clearer. The Compcuiies Act, 1929, by Section 122, 
requires — 

(1) Eveiy company shall cause to be kept proper books of 
account with respect to : {a) all sums of money received and 
expended by the Company and the matters in respect of which 
the receipt and expenditure takes place; {b) all sales and 
purchases of goods by the company; (c) the assets and 
liabilities of the company. 

(2) The books of account shall be kept at the Re^tered 
Office of the company or such other place as the Directors 
think fit and shall at all times be open to inspection by the 
Directors. 

»— {B.»44) 
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(3) If any person being a Director of a company fails to take 
all reasonable steps to secure compliance by the company 
with the requirements of this section, or has by his own wilM 
act been the cause of any default by the company therein, he 
shall in respect of each offence be liable on summary conviction 
to imprisonment for a term not exceeding six months or to a 
fine not exceeding £ 200 . 

And whilst the Bankruptcy Acts have no appli- 
cation to joint-stock companies, there are certain 
requirements in the provisions of the Companies 
Act, 1929, in relation to liquidation which should 
not be lost sight of. 

Section 274, subsection i — 

If, where a company is woimd up, it is shown that proper 
books of account were not kept by the company throughout 
the period of two years immediately preceding the commence- 
ment of the winding-up, every Director, Manager, or other 
ofiftcer of the company who was knowingly a party to, or con- 
nived at, the default of the company shall, unless he shows 
that he acted honestly or that in the circumstances in which 
the business was carried on the default was excusable, be 
liable on conviction on indictment to imprisonment for a term 
not exceeding one year or, on summary conviction, to im- 
prisonment for a term not exceeding six months. 

{2) For the purposes of this section, proper books of account 
shall be deemed not to have been kept in the case of any 
company if there have not been kept such books or accounts 
as are necessary to exhibit and explain the transactions and 
financial position of the trade or business of the company 
including books containing entries from day to day in sufficient 
detail of all cash received and cash paid and, where the trade 
or business has involved dealings in goods, statements of the 
annual stock-takings and (except in the case of goods sold by 
way of ordinary retail trade) of all goods sold and purchased, 
showing the goods and the buyers and sellers thereof in 
sufficient detail to enable those goods and those buyers and 
sellers to be identified. 


In regard to the standard of book-keeping 
required, the statement of the Master of the Rolls 
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II 


in re Reed, Bowen & Co. (1886) ex parte Reed & 
Bowen is applicable to all classes of traders — 

In that case a scheme of arrangement was pro- 
posed and approved by resolution of the creditors, 
but the sanction of the Court was refused on the 
groimd {inter alia) that the debtors had failed to 
keep proper books. 

Lord Esher (Master of the Rolls) said — 

It appeared that the debtors had seriously failed to keep 
proper books. They should have had books containing 
accounts of all their contracts. It was not enough that there 
should be something in the books which would take a skilled 
accountant a long time to make out. The books must be clear 
to anyone inspecting them. They had not been kept in any- 
thing like a proper manner. That was a serious offence. . . . 

On the other hand, the provisions must not be 
pressed so far as to require a person to keep book 
records in relation to matters outside his business. 
In the case of In re Mutton (1887) the debtor had 
kept proper books in relation to his business but 
had indulged also in speculations in relation to 
land and buildings, these latter not being recorded 
in books. On his application for discharge, the 
Official Receiver reported that he had omitted to 
keep proper books of account in respect of those 
speculations. It was held that, although such non- 
business speculations affected his financial position, 
he was bound only to keep the book records which 
were usual and proper for his ordinary business 
transactions and such as would disclose his financial 
position as a man of business. 

(J) In Relation to the Accountant's Respon- 
sibility 

The duty of the accountant and the responsi- 
bility he assumes in undertaking the completion of 
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incomplete records and the preparation of accounts 
therefrom will vary somewhat with the purpose 
for which the accounts are required. He is em- 
ployed because he is an expert in accounts and 
holds himself out as ready to perform such pro- 
fessional service for reward; in doing so there is 
a legal presumption that he guarantees to his 
employer that he is competent to carry out the 
work and that it shall be carried out with the 
exercise of the skill, knowledge and care reasonably 
necessary for the purpose in hand. He must have 
regard to the purpose for which the accoimts are 
required and he is relied upon as an expert to 
take such steps as are necessary to obtain satis- 
faction that the accoimts, when prepared, are 
reliable and adequate for the purpose in hand. If 
he should fail to exercise due care and skill with 
the result that his client suffers damage, he may be 
liable to indemnify the client in respect of the 
consequence of such neghgence. In presenting the 
result of his labours to his client, he should see that 
any limitations in the value of the result due to 
the materials available and any necessary qualifi- 
cations are brought to the client’s notice. 

The accoimtant should, if possible, obtain his 
client's instructions in writing in order to obviate 
misunderstandings later, and in the absence of 
such instructions he will be well advised to write 
to his client accepting the engagement and setting 
out the instructions given to him, as he under- 
stands them. 

The purposes for which an accountant may be 
required to prepare accounts from partial records 
indude — 
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(a) That the proprietor, or proprietors, of the 
business may have information as to its position 
and the result of working. 

(b) That a proper settlement of liability to tax- 
ation may be made. 

(c) That the requirements of a lender or pro- 
spective lender may be satisfied. 

(d) To provide material for use in negotiations 
in connexion with a prospective sale of the business 
or of an interest in the business. 

{e) In connexion with investigations in insol- 
vency. 

if) For the assistance of Executors in making 
probate statements and dealing with taxation 
claims upon them. 

(g) The preparation of claims under policies in 
respect of losses in case of fire, etc. 

It is immediately obvious that the precise work 
necessary and the extent of the verifications 
required will vary as between these different 
purposes. 

Tlie accountant will, therefore, keep the purpose 
for which his account is prepared in mind through- 
out his work, but there is the further possibihty 
that accounts prepared for one purpose may be 
used for another purpose not contemplated in the 
original instructions; for example, accounts pre- 
pared for income tax purposes may be shown later 
to the Bank Manager. The point of view of the 
accountant preparing statements for taxation 
settlements will be the preparation of accurate 
statements of the profit or loss made over the 
period, whilst the Bank Manager will be more 
mterested in the statement of assets and liabilities 
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involving the question of due verification and 
reasonable and appropriate valuation. It is well 
settled that an accountant is under no legal 
obligation in respect of negligence claims by third 
parties of whose existence he may be unaware at 
the time he does his work, and that no question of 
liability for negligence can arise until it is estab- 
lished that there was a contractual relationship 
between the parties (unless fraud can be proved), 
but the fact of such possible use should be remem- 
bered and the accountant’s report drafted with 
sufficient fullness to obviate any reasonable risk 
of a third party altering his position in consequence 
of an assumption that the accountant, in preparing 
the accounts, had done work which, in fact, he 
had not done. 



CHAPTER III 

OUTLINE OF GENERAL PROCEDURE 

I 

It will be agreed by accountants of experience that 
there has been a great improvement in recent 
years in the adequacy of the records of business 
transactions, due in considerable measure to the 
pressure of the Inland Revenue authorities for 
satisfaction in regard to the true taxation liabil- 
ities of traders; but there are still many small 
businesses in which a good deal of "single entry” 
book-keeping persists. In many cases there are 
reasonably complete records of debtors, incom- 
plete records of creditors and no record at all of 
the impersonal side of the transactions, whilst the 
trader is content to rely upon the bank pass book 
for information in regard to cash received and 
cash paid. 

Examples may be cited — 

(a) Cases were formerly numerous and are still 
encountered where a business is large enough to 
employ the services of several book-keepers, but 
the proprietor himself keeps a Private Ledger 
which he jealously guards, feeling it to be undesir- 
able that the staff should see inside its covers. The 
result is that the Personal Ledgers, Day Books, 
Invoice Books and perhaps Cash Book are well 
kept but the key book is left over by its keeper 
for a convenient season which seldom, or never, 
arrives and incompleteness and inaccuracy follow. 

(b) A traveller or salesman commences to trade 

*5 
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on his own account, or a skilled workman com- 
mences a small factory or workshop. In either of 
these cases the knowledge and appreciation of 
book-keeping is likely to be small and there will 
be no staff available with adequate experience of 
the work. Even where there is appreciation of the 
value of proper records, the proprietor, in the 
absence of assistance, may determine to keep 
personally such records as he thinks necessary, but 
he may be imable to find time, especially when 
business is good and there are more transactions to 
record. As long as the business is small enough 
for direct personal supervision he is not likely to 
feel the need of much in the way of book records. 

(c) Small shopkeepers, whose sales are mainly 
for cash, often find it difficult to appreciate the 
necessity for promptness and precision of record. 

{d) Professional people — doctors, proprietors of 
nursing homes, dentists, solicitors and others — are 
not infrequently content to allow an inadequate 
system to continue, provided the records are 
thought to be sufficient to enable charges to be 
made to, and collected from, their clients. Some- 
times an accountant, or perhaps a commercial 
clerk, is called in each year to complete the accounts 
in the best way possible — ^in other words, a post- 
mortem examination and compilation. 

(e) Where there is a change-over and a business 
previously conducted by an individual or a part- 
nership is transferred to a private limited company 
whilst the same people remain in control, it is often 
fotmd that there has been no "break” in the 
accounts. In some cases money may have been 
received before the incorporation of the company. 
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as the consideration for shares to be issued after 
incorporation, and used immediately in the busi- 
ness. In such cases it becomes necessary to recon- 
struct the position as at the date of incorporation 
for the purpose of completing the first accounts of 
the company. 

(/) The position must be faced that inadequacy 
may be deliberate; it may be desired that the 
book-keeping shall not be too clear and accurate 
in order to conceal fraud — 

(a) upon the Revenue, 

(b) upon the creditors, 

(c) upon a partner, or 

(d) in relation to the sale of a business. 

Where this is the case, the accountant who is 

instructed to complete the accounts will have need 
of all his experience and skill to avoid being led 
into giving a more complete or unqualified rejwrt 
upon the accounts, than the facts of the case 
really justify. 

Whether the insufficiency of record be due to 
ignorance, carelessness, or to improper intent, 
accountants are eventually called upon to handle 
the matter, and it is often possible by the applica- 
tion of patience, tact, and professional skill to reach 
reasonably satisfactory results, even from records 
which at first sight appear most unpromising. 

2 

The first step towards preparing the accounts 
will be to make an investigation into the facts, the 
methods of business and the available records. 
The accoimtant will be well advised to begin 
operations by looking over the premises, especu^y 
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where there are manufacturing processes carried 
on. Then, he will give a thorough examination to 
the records kept ; some records there will certainly 
be. It may be found that purchases are dealt with 
purely on a cash basis with no record of outstand- 
ing liabilities ; there will usually be something in 
the nature of a Cash Book and there will generally 
be a Pass Book, which will be reliable as far as it 
goes — though the modem machine-prepared Pass 
Book, containing cheque numbers without names, 
is not so helpful as the older form. 

On the other side, miless the sales are wholly 
for cash, there will be some record of debts due to 
the business. Invoices outward may be entered 
in a Day Book or posted direct to the Ledger 
Account of the customer. 

It is desirable that in all cases of partial record, 
if the proprietor has a personal bank account in 
addition to his business account, this private Pass 
Book should be examined by the accountant, as 
much by way of precaution against the payment 
of business expenses out of private funds as the 
contrary. Inquiry should also be made as to 
deposit accounts, with the Bank or with a Building 
Society or the like ; where book-keeping knowledge 
is small there may easily be confusion in regard to 
items in these accounts. 

From the point of view of the investigating 
accoimtant, accuracy is a great deal more im- 
portant than system, and weird systems of single 
entry, which the accountant is satisfied can be 
relied upon, may be very helpful. 

A list of the books available and offered for 
examination should be made, together with notes 
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of any other records kept, however fragmentary, 
and care should be taken that consideration is 
given to all such books and to the amount and 
value of the information therein. In Pendleburys 
Ltd. V. EUis, Green & Co. very great importance 
was placed upon the question as to whether the 
accountants were, or ought to have been, aware of 
the existence of a book described as a “daily cash 
received book.” Evidence was given that the 
auditors’ working papers included reference to all 
the books examined but no reference to that 
particular book, and the clerks engaged upon the 
detail work were able to state positively that it 
had not been brought to their notice by the 
Directors or staff of the claimant company and 
that they were quite unaware of its existence. The 
position might have been much more awkward for 
the accountants if it had happened that their 
papers had not disclosed a full list of the books 
presented to them, and it is thought that the 
principles there applied to an auditor would be 
apphed — mutatis mutandis — to an accountant en- 
gaged in completing accounts. 

At any rate the case indicates how important it 
is that an accountant should give sufficient con- 
sideration to each book which comes to his know- 
ledge, however apparently incomplete in itself, so 
that he may be sure he is getting from it whatever 
of value for his purpose it may contain. 

In general, cases of partial record may be set out 
in two classes, the methods to be adopted being 
appropriately varied — 

I. The cases in which it is fotmd that the books 
maintained are, or contain, a record of cash and 
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transactions satisfactory as far as it goes and 
capable of being completed. 

In such a case the accountant will test and 
check, as necessary, the records he proposes to 
use, make whatever additional analysis is deemed 
to be desirable in the circumstances, and proceed 
to post up impersonal accounts either directly or 
from summaries or abstractions from the books 
and papers, so completing the records. He will 
then prepare a Trial Balance on the books in the 
usual way. 

2. Cases in which the accountant, after inquiry 
and testing decides that it is necessary to build 
records up from such bases as are available and to 
prepare his own working statements, making such 
use as may be possible of the records which have 
been maintained. In the course of this work it 
wiU be necessary to prepare a statement of affairs 
at the beginning of the period for which the 
account is being prepared, unless such a statement 
is available. 

It is often worth while to take time at the 
begiiming to collect all available documents likely 
to be useful and to sort them in order — easy 
reference may save much time. 

Total Accounts 

In the majority of cases the accountant will find 
it most satisfactory to work on a cash basis and to 
make cash summaries the foundation on which he 
builds. The most generally useful method of pro- 
cedure is to prepare total accoimts of bank and 
cash and to collect the information from these and 
other sources on to a Working Sheet, bringing in 
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at that point the outstanding items, such as 
debtors, creditors, and stocks. 

The items in the Pass Book will be vouched as 
possible and necessary; the payments side with 
invoices, statements and receipts, and the receipts 
side with counterfoil receipt books (if any), bank 
paying-in books, etc. The purpose of the vouching 
is the confirmation of the items appearing in the 
book as charges against the business, and in rela- 
tion to the allocation and description of the aggre- 
gate totals in the accounts when drafted; even 
where there is no audit in the technical sense, the 
accountant employed to prepare accounts from im- 
perfect records should regard himself as responsible 
to substantiate as far as possible the figures he uses. 

It will often be foxmd that useful notes as to the 
source from which money has been received have 
been made in the counterfoil of the paying-in 
book, and similarly the counterfoils of cheque books 
are well worth consideration in cases of doubt, or 
where a voucher for the payment is missing. 

In all but the smallest cases some kind of Wages 
Book will be kept ; this will be used as confirmation 
of pa)mients. Also consideration must always be 
given to the treatment of national insurance, as it 
will sometimes be found tlxat the stamps are bought 
irregularly in quantities and not affixed to the 
cards each week; in such cases it will usually be 
foimd that the stamping is in arrear at the balanc- 
ing date — ^there may be a stock of stamps, or 
money to buy stamps, in the oflGice but it may be 
inadequate. 

Payments or receipts from which income tax is 
deducted, such as interest or groimd rents, should 
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be carefully noted as found ; it is probably desir- 
able that these payments should be shown in the 
working papers gross, with the tax as paid or 
received. 

After consideration has been given to these and 
similar matters, summaries of payments and 
receipts will be made, with the object of grouping 
the items imder headings appropriate for use in 
the accounts. The payments analysis will show 
the cost of materials or goods purchased for resale 
in one total and, under appropriate headings, the 
other expenses of the business, care being taken to 
keep any expenditure on Capital Account separate 
from trading expenses. 

The receipts analysis should indicate cash sales 
and pa5nnents received from debtors separately, if 
possible, and also any necessary separation of other 
items of receipt, as, e.g. income from investments, 
rents received, receipts from the sale of assets, or 
other non-trading items. 

In some cases, where a Private Ledger is in 
existence, postings direct from the Pass Book to 
accoimts in the Private Ledger are made and a 
Bank Account opened therein for the contra 
entries in total. 

The total Bank Account can then be set up, 
beginning with the balance at bank at the begin- 
ning of the period, debit or credit ; debiting total 
bankings for the period and crediting the cheque 
pa3mients imder the ^veral heads which it is 
proposed to use in the accounts; the balance on 
the account will then agree with the bank balance 
at the close of business on the day of the account. 
When working in this way from a bank summary. 
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the proper treatment of outstanding cheques must 
be remembered; it is very easy to overlook this. 
(For a pro forma example of such a Bank Total 
Account, see No. i, page 75.) 

It is always desirable that receipts should be 
banked in full and payments, other than petty 
cash, made by cheque ; but in the class of case now 
under consideration it will often be found that this 
has not been done. If it has, there will be no need 
of further cash summary. Usually, however, it will 
be necessary to deal with the cash in the same way 
as has been described in the case of the bank 
receipts and pa3nnents. Reliable information is 
likely to be less complete, but that which is avail- 
able will be assembled and supplemented by 
estimates, etc., as necessary. All cash traced as 
received will be debited to the Cash Total Account 
and all bankings will be credited; there will be 
further credits in respect of payments made out 
of cash, as far as information is available. The 
matters of chief difficulty are hkely to be the cash 
takings on the one side and the personal drawings 
by the proprietor on the other, and these can only 
be dealt with according to the circumstances 
ascertained in each case. (Cash Summary, see No. 
2, page 76.) 

The Total Accounts should be set up in as full 
detail as is reasonably possible. It will often 
happen that, as the work proceeds, detail which at 
first seemed to be superfluous will prove most 
helpful. 

It is thought that the most convenient way of 
collecting the figures from the various summaries 
and other sources is by preparing a Working Sheet 
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in the form No. 5 shown on page 78. For this 
purpose, obtain analysis paper ruled with about a 
dozen cash columns, write the names of the 
impersonal accounts down the side of the sheet, in 
the first two columns enter the Statement of 
Affairs as at the beginning of the period in " Balance 
Accotmt ” form, that is, with the assets in the debit 
column and the liabilities in the credit. In the 
next two columns enter the information collected 
in the Bank Total Account in the form of postings 
to the impersonal accounts — ^that is to say, on the 
opposite side to that in which the items appear 
in the Total Account itself. If there is a Cash 
Total Account, use the next two columns for this. 
It is worth while to write up all corrections and 
adjustments as the items are discovered in the 
form of Journal entries (No. 3, page 77), with 
adequate narration, and to allot two columns on 
the Working Sheet to these Journal adjustments ; 
including in the journalization apportionments, 
unexpired values, outstanding invoices, etc. In 
appropriate cases careful consideration will be 
given to the value of the consumption of goods 
out of the business stocks or products by the 
proprietor or his family, and the result will be 
journalized. Then the last four colunms on the 
sheet will be headed “Profit & Loss a/c" and 
“Badance Account” respectively. Each of the 
pairs of columns will be totalled and agreed, debit 
and credit, and the cross additions give the 
total figures for insertion in the Profit & Loss a/c 
and the Balance a/c columns, against each sub- 
heading. This Working Sheet be supported 
by schedules giving whatever detail is regarded as 
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necessary or likely to be useful. In setting up the 
financial statements, the Balance a/c items, of 
course, appear on the side of the Balance Sheet 
opposite to that on which they appear on the 
Working Sheet. (See Nos. 5 and 6, pages 78 and 79.) 

Ledger Analyses 

In some businesses it will be fotmd that entries 
are made directly in the Personal Ledgers, which 
are carefully kept and reliable — ^this may apply to 
sales only, or to both sales and purchases. In such 
cases it is usually worth while to analyse the 
Ledger; it is not so long a task as might be 
anticipated, and in any event it will be necessary 
to examine such accounts in detail. For a Debtors 
Ledger analysis the columns of a sheet of ruled 
paper should be headed — 

On the debit side — 

(1) Opening Balances due to the trader (any 
credit balance being entered here in red). 

(2) Goods charged out. 

(3) Any adjustments. 

(4) Total. 

On the credit side — 

(1) Returns and allowances. 

(2) Cash received. 

(3) Discounts. 

(4) Bad Debts written off. 

(5) Balance (debit balances being entered 
here in red ink). 

(6) Total. 

S--<B.a44) 
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The names or folios will be entered on the left- 
hand side of the sheet, one line being given to each 
account, and each account analysed as it is exam- 
ined. The sheets will give a total account on the 
Ledger, particulars of sales, credits, cash, etc., so 
providing a complete summary of the transactions 
on credit for use together with, or in confirmation 
of, the cash analyses. If transfers between accounts 
are numerous it wUl be worth while to include a 
“transfers” column on each side. 

The Creditors Ledger, if similarly kept, may be 
analysed in the same way, the columns being, of 
course, appropriately headed. 

Where credit transactions of both purchase and 
sale can be so dealt with, only cash transactions 
and expense payments will be left for separate 
treatment. 

Queries 

Queries raised during the course of the work 
should be listed on one half of a sheet, or a page 
of a note-book, and the answer received set out 
opposite thereto in each case. Care should be 
taken that the notes and answers are in sufi&cient 
detail and written with sufi&cient clearness to be 
intelligible when the person making the note is no 
longer available for reference and explanation. It 
is a matter of routine that is perhaps worth com- 
ment, that it is usually more satisfactory to both 
parties and economical in time for queries to be 
noted as they arise and left to be settled in bulk, 
rather than individually; also, as the work pro- 
ceeds, the answers to many of the queries will be 
found. 
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3 

When the analyses have been made and the 
records completed as far as possible, the task of 
building up accounts and considering the results 
disclosed must be taken in hand. This will give 
scope for the exercise of considerable skill and 
judgment and in no part of the professional duties 
of an accountant are the advantages of experience 
more evident. 

In many cases, some estimates will have to be 
made and the results, taken as a whole, considered ; 
it is possible for estimates, each of which can be 
defended individually as reasonable, to produce, 
when combined, a result which is tmreasonable. 
Obviously the estimates of different people based 
on the same facts may differ widely. No hard and 
fast rules can possibly be laid down for the purpose 
of arriving at reasonable results from partial 
records, or for the criticism of the results when 
stated; each case must be considered on its own 
merits. In some cases it will be possible to obtain 
or abstract statements of quantities of materials 
used, or of purchases, and to calculate the relative 
production or sales quantity for the purpose of 
obtaining a broad basis of comparison with the 
figures in the draft financial statement. Such 
manufacturing costs as wages, materials, power, 
normally bear a constant ratio to each other in a 
particular business and to the value of its product ; 
consideration of the available information along 
tl^se lines sometimes throws a flood of light into 
a dark place. There may be costing records of 
greater or less value which will give some assist- 
ance. It is often possible to examine carefully the 
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sales for a short period and to arrive at a fair 
estimate of the rate of gross profit earned, which 
average rate may be very usefully applied in 
confirmation of the results shown for the longer 
period under examination; it is very rarely the 
case that profit percentages from other similar 
businesses are of much real utility as a guide, or 
basis for estimations — ^for reasons which will be 
indicated in more detail below. 

As soon as more than one period is available for 
comparison, the various figures for the respective 
years should be set out in tabular form and the 
fluctuations in the several years considered item by 
item. 

Standing charges are capable of easy confirma- 
tion and the importance of such confirmation 
should not be overlooked. 

Accountants are well aware that for taxation 
purposes it is the custom of Inspectors of Taxes to 
compare the results of similar businesses in the 
same area, and when an unusual variation in the 
rate of gross profit shown in an account submitted 
is observed on comparing it with the averages on 
record, inquiry is made into the cause. It be 
found, however, that unless applied with detailed 
knowledge and considerable caution, gross profit 
percentages taken from other businesses in the 
same trade may be misleading and their adoption 
for the purpose of estimating results cannot be 
recommended. An example may be considered 
which will at the same time indicate pitfalls to be 
avoided. 

The accounts of four bakery businesses, each of 
which can be relied upon, and each of which has a 
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turnover in the region of £8000 per annum, show 
widely different results for approximately the same 
trading period — 

No. I Gross Profit 30% 

2 „ „ 25% 

3 » 22% 

4 M „ i8i% 

The explanations are found to be as follows — 

No. I — Gross Profit 30% £2400. A good general business, 
efficient buying and management, careful supervision through- 
out bakehouse, shop and rounds, up-to-date plant. There is 
a considerable sale of pastries, cakes and smalls — on which 
there is a larger margin of profit than on bread. 

No. 2— Gross Profit 25% £2000. There is a steady trade, 
mainly in bread; the turnover includes pastries which are 
bought elsewhere for resale, the business having insufficient 
plant for making these. 

No. 3 — Gross Profit 22% £1750. A large part of the trade 
done consists of the supply of “smalls'" to hotels, etc., the 
profit on which is severely restricted owing to local com- 
petition for the contracts. Also this business has a relatively 
low bread output per sack of flour used. 

No. 4 — Gross Profit i8J% £1480. This low rate of profit 
was mainly due to substantial forward contracts for flour 
purchase, made in anticipation of an upward trend in flour 
prices, whereas the price of flour fell for some months and 
bread was actually being sold at little above cost for part of 
the period covered by the account. 

Other factors of variation in small bakery 
businesses are — 

The proprietor may act as his own foreman in 
the bakehouse, saving perhaps £5 per week on the 
productive wages charged in the account. 

A very important matter affecting gross profit 
in this trade is the number of loaves produced 
from a sack of flour. Some bakers turn out 94*5 
quartern loaves per sack, others fall as low as 91. 

In a properly organized business the records of 
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outturn per sack of flour are carefully noted and 
closely watched by the management, but in a 
business the records of which are incomplete there 
may be no such information available. If the 
trader is unaware of the outturn rate of his bakery, 
he should be asked to go into the matter and make 
several tests on different occasions, so as to 
establish an average for his house. 

It will be seen from the foregoing that round 
percentages relating to these apparently compar- 
able businesses would be of little value. The turn- 
over in each of the cases cited above is substan- 
tially the same, but there is a difference of ;^iooo 
between the gross profit shown by the first and 
last of the four, and only a detailed knowledge of 
the circumstances of each enables an explanation 
to be supplied. It will be found in practice that 
most businesses present individual features, and 
similarly variant factors will be found operative 
in most trades, so that general percentages of profit 
are subject to such wide margins of variation as to 
be of little practical value. 

4 

Having considered the general principles and 
methods we may set out a summary of the work 
to be done in a t5T)ical case — 

I. Obtain signed instructions from the client as ‘ 
to the scope of the inquiry, or write him an accept- 
ance of the instructions, setting these out. 

The letter of instruction is often drafted by the 
accountant, and it should cover authority to 
investigate all matters likely to be of assistance in 
the inquiry. 
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2. A history of the business, including informa- 
tion as to its capitalization should be obtained and 
put on record. 

3. Inspect the premises, note the nature of the 
plant and the space available for storage ; methods 
of business working ; proportion of premises used 
for the business if the trader lives on the premises, 
or sublets a part. 

4. Have produced and list up all records relating 
to business matters. It is desirable that this should 
be signed or initialed by the client. 

5. Obtain a statement of all banking accounts, 
including Bank Deposit Accounts, Post Office 
Deposit Accounts, Building Society Accoimts, etc., 
including also any in his wife’s name ; and author- 
ity to obtain bank confirmation thereof. 

6. The work can now be commenced in detail. 
If no Cash Book has been maintained, prepare 
total accounts based on the Pass Book in the 
maimer already described. 

It is good practice for principals who are not 
themselves in continuous contact with the detail 
of the work, to obtain a written report thereon 
from the staff actually engaged. The report will 
set out all relevant factors and considerations, it 
will include a schedule of books, etc., examined, 
will detail the work done, with reasons, and 
specify any matters to which the principal's 
attention is directed, or on which his decision is 
necessary. 

This report will be treated as strictly confiden- 
tial. It will be considered carefully when com- 
pleting the accounts and report as drafted and 
passed in for the principal’s approval, completion 
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and signature. The internal report will be pre- 
served for reference later if needed — ^it may be so 
needed years later when the staff engaged on the 
work are no longer available for reference and 
consultation. 

The preparation of such a report is good for the 
staff as requiring a review and comment on the 
total facts and factors of the work on which they 
have been engaged, and it is invaluable for the 
principal's consideration and reference. 

The form of the financial statements for the 
client, presenting the result of the work done, 
should receive careful consideration. It may very 
well be that the form in which the accounts are 
built up in the accountant’s working papers for 
his own detailed consideration is not the best way 
in which to present the result to the non-technical 
mind of the client. It may be that a narrative 
form (No. 6a, page 8o) starting off with the sales, 
deducting the ‘‘cost of sales” (purchases adjusted 
by stocks, or materials used plus wages) and 
showing gross profit, then by a further deduction 
of establishment charges, etc., arriving at net 
profit, will be more easily grasped than the 
conventional debit and credit form. The skill of 
the accountant will be shown by his ability to draw 
up a form of account which the particular person 
to whom it is presented is able to understand 
easily— whether that person be familiar with 
books and accounts or completely inexperienced. 



CHAPTER IV 

CERTAIN MATTERS REQUIRING 
SPECIAL ATTENTION 

It may be useful to enumerate and comment on 
a munber of matters which frequently arise and 
require consideration in this class of work. 

(i) Sales and Purchases. In the case of bakeries, 
to which reference has been made for the purpose 
of illustration, there will be knowledge as to the 
munber of sacks of flour used per week ; and if the 
baker is also aware of the average number of 
loaves obtained from each sack of flour used in his 
bakehouse and can estimate the flour usage for 
“smalls,” etc., a useful check on both purchases 
and sales will be available. 

Other trades have their own checks of a parallel 
nature and if the accountant has experience of the 
trade, he will be aware of these ; in the absence of 
such experience he should make such inquiries of 
his client, or elsewhere, as he thinks proper and 
use the result of his inquiries for confirmation of 
the result reached from a consideration of the book 
and other records available. An accountant whose 
practice in any trade is considerable will find time 
spent in scanning the pages of the principal trade 
journals well repaid. 

The accoxmtant will bear in mind that sales may 
be omitted altogether, or entries of purchases may 
be duplicated. This is especially a danger to be 
guarded against, as far as possible, when working 
on a cash basis. Fictitious purchases will, of 
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course, inflate the charges against trading and 
reduce the profits shown in the accounts, and the 
omission of sales may provide the proprietor with 
unrecorded drawings, on which he escapes the 
payment of income tax; but the omitted sales 
may not be to the advantage of the proprietor. 
In a bakery business, roundsmen, shop assistants 
and other employees may be the responsible 
parties, particularly when they are aware that 
records maintained are meagre. Where quantity 
tests of any kind are available, they form the best 
possible assurance against this risk, whatever be 
the source of the risk. 

(2) Stocks. The matter of over- or under- 
enumeration or valuation of stock is of the greatest 
importance and the possibility that goods may be 
actually in stock and recorded and valued as being 
in stock in respect of which invoices have not been 
passed through books kept on a cash basis only, 
or in some trades in consequence of a forward 
dating arrangement, should be borne in mind. 
(See No. 6, page 79.) It is also possible that 
goods may be purchased for delivery to buyer’s 
order and invoices for the whole piu"chase passed 
through the books though, in fact, only part 
delivery has been given or taken. It should not be 
assumed that goods are always invoiced as and 
when delivered. Goods may be bought or sold on 
instalment or hire purchase terms and it may 
simply be by oversight that the accountant is not 
told of such transactions, but wrong treatment may 
have serious effects upon the accoimts prepared 
and where the records are very incomplete, 
omissions of this kind are easy. 
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Stock will normally be valued on the basis of 
"cost or market value, whichever is the lower.” 
In retail businesses especially, considerations in 
regard to shop-soiled goods, goods out of fashion, 
or otherwise unsaleable and their real present 
value will be important. 

(3) Work in Progress. Not less important is the 
matter of a proper statement of work in hand; 
even in a small workshop the item may be 
relatively important. 

In the Westminster Road Construction case, the 
profit was over-stated because of a lack of com- 
plete information as to the value of work in hand 
and as to sub-contractors’ charges in connexion 
therewith; consequently a dividend was paid on 
the faith of the account and, not having been 
earned, it was paid out of capital. The accountant 
who had prepared and audited the account on 
which the directors acted in declaring the dividend, 
was held liable in damages for negligence. This 
case related primarily to his duties as an auditor 
who had both prepared the account and audited 
it, but in such cases his responsibility in the two 
functions is difficult to chsentangle and it is 
thought that the position of an accountant pre- 
paring accounts in a parallel case would be very 
similar. 

(4) Wages may be inflated and not only by 
employees ; employers have been known to include 
"dummy” men in the pay-roll and to take the 
wages of the "dummies" themselves, and domestic 
servants have been paid out of business funds, 
either of which, of course, constitutes a cash 
drawing chained against the trading for the period. 
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If manufacturing is conducted, the records of 
employees for the Inspectors under the Factories 
Acts may be useful as confirmation as well as the 
inspection of the stamped Health and Unemploy- 
ment cards of the staff. 

(5) A list of amounts outstanding due to 
creditors at the date of the account will have to be 
prepared, and an effort should be made to collect 
creditors' statements as at the date of the Balance 
Sheet or later (or receipted statements embod5dng 
subsequent payments) for the purpose of ensuring 
that all purchases have been brought into account. 
The list of debtors should be confirmed as far as 
possible by the consideration of subsequent pay- 
ments or other available matter, so confirming the 
records of sales. 

(6) In some trades there may be considerable 
forward contracts for purchase or seile, and inquiry 
should be made and the available information 
considered. 

Such forward contracts for purchase and sale 
may be approximately equivalent — that is, mate- 
rials purchased forward may be adequate for the 
manufacture of finished goo^ sold forward, or one 
or other may be largely in excess, constituting 
speculative buying or selling. If the values in- 
volved are material, a reference to any contingent 
liability should be included on the face of the 
Balance Sheet. 

In this matter, it will be realized that a financial 
statement may be false by an omission which 
vitiates the picture presented by an account, 
every positive statement of which is true, as well 
as by directly false or inaccurate statements. 
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The fact that forward losses are not allowed as 
charges for income tax purposes, nor are forward 
profits chargeable to tax until they have been 
realized, should not be regarded as decisive in 
respect of the proper statement of the accormts of 
the business. 

(7) The factors of depreciation, obsolescence and 
any necessary amortization must not be over- 
looked. The small trader himself often forgets such 
matters as the annual decrease in value of lease- 
hold premises, and if he is maintaining his plant 
or a motor van in working order by executing 
needed repairs and making replacements from 
time to time, he will persuade himself that these 
assets are not materially depreciating. These 
matters must be kept before the client by the 
accountant and, when necessary, reference made 
thereto in the account prepared or in his report. 

(8) It will usually be found that certain esti- 
mates have to be made and in this regard, personal 
observation by the accoimtant and the exercise of 
his own judgment, developed in experience, will 
be the best guide as to reasonableness. No two 
cases are alike and no general rules can be laid 
down. Estimates should normally be made by the 
client, or his staff and the accountant should aim 
at giving imbiased consideration thereto. In some 
businesses, meals are supplied to staff, or employees 
may “live in," such costs being effectively an 
increase of wage paid. Care must be taken to 
make appropriate adjustment ; as, e.g. if they live 
with the employer, the cost must be estimated 
and credited to his drawings on some reasonable 
basis. 
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(9) Caution is always necessary in dealing with 
the proprietor's drawings ; consideration must be 
given to the rate at which he is believed to be 
living, and even if it should be found that the 
drawings are approximately of the amoimt anti- 
cipated after such consideration, the question 
must not be regarded as closed ; for example, if it 
is assumed that the proprietor of a business is 
living at the rate of about £500 per annum and it 
is found that the drawings which can be traced 
amount in total to about this sum, it will still be 
necessary to ask how those drawings were made. 
It may be that a substantial part of the sum was 
drawn in the form of cheques payable to personal 
creditors, and if it should happen that the £500 
charged as drawings included a large cheque to a 
seller of furniture, for the purchase of a motor car, 
or to pay medical and surgical fees, it will be 
realized that the actual amount left for living 
expenses is very much less than the £$00 suggested 
as the rate of living. 

Also it may sometimes be foimd that obviously 
excessive wages are recorded as paid to young 
members of the trader’s family living at home — 
a form of “drawing” which the accountant may 
feel it necessary to bring to the notice of the In- 
spector of Taxes, if he is responsible for the 
taxation settlement. 

(10) Special consideration must be given in 
partnership cases to the inter-relation between 
partners. The accoimtant will regard himsdf as 
an agent severally as well as jointly of the partners, 
and he will remember that one partno: may be 
responsible for the accounting of the business and 



FROM DEFICIENT RECORDS 39 

may deliberately refrain from making full inform- 
ation aveiilable to his partners. The Partnership 
Agreement should be carefully perused, any in- 
structions received from a single partner should be 
confirmed with the others, or a reference thereto 
should be included in the report which is eventually 
made, so that it is brought to the notice of the 
others, and it will be necessary to see that the 
accounts are stated in sufficient fullness or that his 
report gives the information necessary to ensure 
that the action taken on all questions of material 
importance is brought to the notice of each 
partner. 

(ii) In all cases, the accountant will give con- 
sideration to the distinction between capital and 
revenue, and make careful inquiries as to any 
assets bought or sold during the period, or addi- 
tions made to plant, etc. Capital expenditure 
consists of the cost of assets acquired for the 
earning of the profits of the business, or for 
increasing its earning capacity, whilst revenue 
expenditure includes all costs necessarily incurred 
in maintaining the capital assets in an efficient 
condition. It may be difficult, in some cases, to 
obtain satisfactory information in relation to the 
replacements of assets in respect of which wear 
and tear is allowed in the income tax computa- 
tions, and the trader may more or less innocently 
fail to appreciate the necessity for treating any 
such replacements as capital charges ; he may, of 
course, do as he thinks fit for the purpose of his 
own accounts, but regard must be had to the 
proper position in relation to the preparation of 
computations of profits for assessment to income 
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tax, where the accountant is also dealing with that 
matter. 

Balance Sheet or Statement of Affairs 

The accountant engaged in the preparation of 
accounts from partial records will be well advised 
to give close attention to the statement of floating 
assets and liabilities, verifying these item by item 
and endeavouring to confirm, as far as possible, 
all outstanding personal balances, both debit and 
credit, by creditors' statements, or debtors’ sub- 
sequent pa3mients. He should scrutinize in detail 
the accounts with debtors and creditors and 
examine the "make-up” of each such balance 
carried down at the date of the account, satisfying 
himself that the balance consists of specific items 
and is not an accumulation of unpaid and disputed 
balances. From this consideration he may discover 
items being set off in contra in respect of which 
proper entries have not been put through the 
books, erroneous charges, disputed items or dis- 
allowed claims remaining imcleared in the account. 
These will be noted and useful information may be 
obtained in relation to doubtful debts, in respect 
of which provision should be made for probable 
losses in collection. 

If any bills receivable were in hand at the date 
of the accoimt, the proceeds should be traced, or 
the bills seen. 

Trade discounts should not be carried in the 
debtors' balances in any circumstances, but 
brought immediately into account in reduction of 
sales, and it is desirable that provision should be 
made in respect of cash discounts allowable. 
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When information is available in respect of 
more than one period, the accountant will consider 
the comparative ratio in different periods of sales 
debts outstanding to sales, etc, 

Consideration should be given to the enumer- 
ation and bases of valuation of such assets as 
stock, loose tools, stores, work in hand, items on 
hire purchase terms, or in course of pa5anent by 
instalments. 

The position in regard to contingent liabilities 
and outstanding claims against the business 
should by no means be overlooked. It may be 
necessary to include a note on the face of the 
Balance Sheet in relation to the facts in regard to 
these matters. 

The term “Balance Sheet” is usually regarded 
as implying that the balances therein have been 
taken from the books of the trader. Where this 
is not the case, it is as well to use the alternative 
expression “Statement of Affairs.” 


4— (B.»44) 



CHAPTER V 

PRACTICAL ILLUSTRATIONS 

Each case of “partial record” presents its own 
problems and in no two cases will the material 
available be exactly similar. The method of 
approach can only be decided after individual 
consideration, but for the purpose of illustration, 
it may be desirable to cite and describe briefly 
some specimen cases of incomplete records, and to 
comment on the methods employed for the pre- 
paration of accounts therefrom. 

(a) Small Engineering Shop 

A is a skilled workman who set up a workshop 
and himself kept such records as he thought 
necessary. These records consisted of a Cash Book 
and a Debtors Ledger. In the Debtors Ledger, he 
opened an account for each customer; all goods 
sent out were invoiced in duplicate, a carbon copy 
was kept, and he entered the invoice in the Ledger 
Account of the debtor, putting the folio on the 
copy invoice. All cash received was duly entered 
in the Cash Book and posted to the credit of the 
respective debtors. AU payments, whether by cash 
or by cheque, were supposed to be entered in the 
Cash Book and, with a few omissions, they were 
so entered. 

As far as possible, he avoided making cheque 
pa3nnents in the last week of each month. He 
agreed his Cash Book with the Pass Book by 
coimting any cash he had in the office and entering 
in the Cash Book as “Sundries” such an amount 
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as would give a balance equal to Pass Book balance 
plus cash in hand. 

He kept his inwards invoices on a file, and as 
statements of account came in from creditors, he 
examined them with the invoices and, if in order, 
paid them, putting the receipts on another file. 

Wages (including his own) he paid himself, 
drawing a cheque weekly for the purpose. He like- 
wise paid sundry petty expenses from his personal 
cash or cash received and, as far as possible, 
remembered to enter these in the Cash Book. 

At the end of his financial year, he obtained the 
assistance of a commercial clerk and, together, 
they prepared a statement for the Inspector of 
Taxes, which was certified by the proprietor as a 
true Profit and Loss Account. No Balance Sheet 
was ever drawn up. They went laboriously 
through the Debtors Ledger, added up all the 
debits and entered the total on the credit side of 
the Profit and Loss Accoimt, for the other side of 
which they made an analysis of the pa5anents by 
taking sheets of paper headed respectively "Pur- 
chases,” “Wages,” "Rent and Rates,” "Office 
Expenses,” etc., going item by item through the 
Cash Book payments and putting them under the 
heading on the sheet which they thought appro- 
priate. The totals of these various columns were 
entered on the debit side of the Profit and Loss 
Accoimt. Stock was estimated by the proprietor 
without precise enumeration, and the balance of 
the statement so prepared was regarded as the 
profit for the year. 

For a number of years, this statement so certified 
by the proprietor was accepted by the Inspector 
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of Taxes. The business steadily grew and by and 
by a clerk was employed, but no material change 
was made in the method of accounting, and the 
clerk followed precedent and prepared Profit and 
Loss Accounts in the same way. Eventually, 
there came a year in which the profit shown fell 
very considerably, and then the Inspector sug- 
gested the employment of an accountant and the 
production of accounts prepared by him. As 
mentioned above, nothing in the nature of a 
Balance Sheet had ever been attempted. 

The accountant proceeded as follows — 

(1) He made an analysis of the Debtors Ledger 
in the manner described on page 25. He went 
through the books of carbon copy invoices and 
saw that each had a Debtors Ledger posting folio, 
had the total of these invoices abstracted, and 
fotmd, after certain adjustments, that it agreed 
approximately with the total in his Debtors 
Ledger analysis. 

He checked all postings from the Cash Book to 
this Ledger, correcting and completing, especially 
in regard to discounts and allowances. 

He prepared a list of personal balances at each 
end of the period with which he was dealing, and 
set up a total account on that Ledger. 

(2) The balances at the beginning and end of the 
period had been agreed with the balances as shown 
by the Pass Book plus cash in hand by entering 
the difference as "Sundries.” The accountant 
vouched the Cash Book throughout so far as 
vouchers were available and, in the course of 
doing so, found a number of vouchers for pa3mients 
which had not been entered. The entry of these 
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materially assisted in explaining the “Sundries.” 
The accountant also found various other matters 
calling for adjustment and correction and eventu- 
ally made a reconciliation with the Pass Book at 
both ends of his period. He next made an analysis 
of cash payments. Throughout this work, of 
course, he kept a watchful eye for capital items 
and non-business items and dealt appropriately 
with these as they were found. 

(3) The proprietor prepared a list of the 
machines, trade fixtures, tools, etc., and also of the 
office furniture as at the end of the year, and as 
nearly as possible a list as at the beginning of the 
year, and these he valued to the best of his ability. 
He also made the best statement then possible 
(some months after date) of the stock at the end 
of the period. 

(4) A list of creditors at the year end was pre- 
pared by considering all payments made on the 
statements of account received between the year 
end and the date of the preparation of the state- 
ment and hsting items relative to the year under 
review together with any still unpaid. Any cred- 
itors outstanding at the beginning of the year were 
allowed to fall into the year’s account because 
there had been no provision for them in the state- 
ments prepared for the estimation of the profits 
for the preceding year. 

The accoimtant was then in a position to prepare 
an approximate statement of affairs as at the 
beginning of the year; he took the stock at that 
date as at the fi^re used in the last taxation 
statement ; machinery, trade, fixtures, tools, etc., at 
the valuation made, confirmed by a consideration 
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of purchases and sales during the year. For 
the debtors he had the opening balance of his 
Debtors Ledger analysis; he brought in nothing 
for the creditors or for any imexpired values of 
insurances or other payments in advance. The 
balance at the Bank was taken as per Pass Book 
and the difference between that and the balance 
brought forward in the Cash Book was taken as 
cash in hand. The statement was balanced by 
entering the difference between the two sides as 
Capital. 

This statement of affairs, together with the 
particulars abstracted and the other analyses 
prepared, was used to draft a working statement 
in the form set out on page 78. (No. 5.) 

A Private Ledger was written up from this 
working sheet and arrangements made for a 
simple form of book-keeping to be maintained in 
the future which would enable the accountants to 
complete annual trading statements for future 
periods with a minimum amount of trouble. 

As a postscript, it may be added that the profit, 
as shown by these first accounts, did not differ 
very materially from that which the proprietor 
had himself submitted to the Inspector of Taxes. 
The accountant had an interview with the In- 
spector, described the work done and the course 
adopted; an undertaking was given that proper 
accounts should be kept for the future and duly 
audited, and no difficulty was experienced in 
arriving at a settlement with the Inspector, 
reasonably satisfactory to all parties. 
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(6) Tailor 

S is a tailor who does his own measuring and 
cutting out and gives work out to be made up. 
Some of his workers work in their own homes and 
others run small workshops emplo5dng several 
workers. They are paid for work done and not 
on a time basis. The tailor keeps carefully a kind 
of costing book in which he sets down each order 
received, giving it a serial number; in the next 
column he records his estimate of the cost of the 
cloth used as he cuts it out ; in another column he 
enters the estimated cost of sundries, buttons, 
trimmings, etc., as handed out to the workers ; in 
the next column the amount to be paid to the 
worker for making up in respect of each job. He 
then makes a cross addition which gives his total 
prime cost for each job, and in the last column 
enters the price charged to the customer. By the 
addition of the last two columns and the sub- 
traction of the total “ cost ” from the price charged, 
he arrives at an approximate gross profit on work- 
ing month by month. All work done, repairs, 
alterations, etc., is entered in this book. In 
addition to this book, he has a Pass Book, Wages 
Book showing the weekly payments, and a “ Pur- 
chase Book” which is simply a list of invoices 
inwards marked off as paid, and a little memo- 
randum book of petty cash. He also keeps a 
Debtors Ledger in which he enters credit sales 
direct and, of course, payment therefor as it is 
received. He draws, in hk weekly wages cheque, 
a regular amount for himself, banks most of the 
cash taken and pays nearly all creditors by cheque. 

The explanation of this rather unusual system is 
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that this tailor was for years the cutter for a large 
and well-organized concern and then kept such a 
costing book as part of the full accounting system. 
The course adopted by the accountant, who is 
called in annually to complete the accounts, is — 

(1) To make a summary of receipts and pay- 
ments from the Pass Book, after such vouching as 
he finds necessary, and reconciling the total drawn 
for wages with the total of the Wages Book, plus 
proprietor's drawings, the difference being treated 
as petty cash to be accoimted for. 

(2) To list and total unpaid invoices as per 
Purchase Book and agree the total of that book 
after adjusting outstandings at the beginning and 
end of the year with the Pass Book analysis. 

(3) To analyse Debtors Ledger and list amounts 
outstanding at date. 

(4) He then compares the estimated total cost 
of materials in the Costing Book with the total 
arrived at from the Pass Book analysis, after 
adjusting outstanding creditors and stocks at each 
end of the account. If the difference should on 
any occasion be considerable, it would be inquired 
into with the assistance of the client. 

(5) He then considers similarly the total charges 
to customers as entered in the Costing Book with 
"Sales” as calculated from Pass Book lodgments 
adjusted by outstandings from the Debtors Ledger. 

(6) The value of the work in hand is arrived at 
from the Costing Book and stocks are enumerated 
and valued. 

(7) From the foregoing particulars, no difficulty 
is experienced in completing a Private Ledger and 
drafting accounts of the working for the period. 
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(c) Retail Shopkeeper 

C is a retail shopkeeper who started in a small 
way with one shop many years ago. He has been 
successful and now has half a dozen branch shops, 
aU in the same area, and each more or less under 
his direct supervision. The branch shops are 
supplied from the original shop, now, of course, 
very much enlarged. Practically all trade is for 
cash. 

In the days when he had one shop, he kept a 
general Cash Book himself, entered all receipts in 
daily totals from the till sheet, made a considerable 
number of payments out of cash, entered these 
pa3mients in his Cash Book (more or less accur- 
ately) and made a daily banking of such an amount 
as would leave him a small balance of cash in the 
shop for change money. Larger payments were 
made by cheque and duly entered in the Cash 
Book. His accountant periodically examined the 
Cash Book, checked it with the Pass Book and 
with vouchers and, as far as he found it necessary, 
examined the till sheets in confirmation and for 
corrections. He prepared an analysis of both sides 
of the Cash Book quarterly, and from that analysis 
posted the impersonal accounts in the Private 
Ledger on a cash basis. At the end of the year, 
outstanding debtors, creditors, stocks, etc., were 
brought in, to enable accounts to be completed. 

The trader has now formed his business into a 
private company, the shares in which are owned 
by himself and his family. He still keeps his Cash 
Book and regards the suggestion that he should 
delegate this work as a species of sacrilege; his 
various branch shops bank their cash takings 
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daily, after deducting small pa3mients made in 
cash, and he receives from each shop a daily 
statement of — 

{a) Cash takings. 

(b) Payments thereout. 

(c) Bankings. 

These particulars he enters in the Cash Book. 
A Wages Book is kept at the principal shop and a 
cheque is drawn for the weekly amount. There is 
also now a Petty Cash Book, fed from the main 
Cash Book, and there are single entry accoimts of 
certain credit customers. 

The accountant still makes his quarterly analyses 
of the Cash Book and also the Petty Cash Book, 
examines the Wages Book and the personal ac- 
counts kept, and brings in the balances of debtors 
and creditors at Balance Sheet date, just as he 
does the stocks. 

The system is not one which can be recom- 
mended; it is definitely incomplete, but it does 
permit of completion by the accountant in a way 
which enables him to obtain satisfaction that the 
Baleuice Sheet prepared in due course presents a 
true picture of the position of the company at its 
date. 

(i) Builder and Contractor 

D is a builder and contractor who obtains con- 
tracts for building work and does a small amount 
of speculative bidding on his own account. He 
has no permanent stall except a foreman, acts as 
his own clerk of works and aigages workmen — 
carpenters, bricklayers, plasterers, etc. — as he 
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needs them for his several jobs. His business 
records are meagre but, fortunately, he is a method- 
ical person, pays all receipts into the bank (there 
are no small cash receipts), keeps a Ml Wages 
Book accurately, including National Insurance, and 
draws a weekly cheque to cover wages, petty cash 
payments and his own drawings. When making 
out cheques for creditors' accounts, he writes on 
each invoice the name of the job for which the 
purchase was made. No stock except loose plant 
is carried in this particular case. 

He presents his accoimtant with the Pass Book, 
the Wages Book and two files of vouchers, one of 
which relates to bank payments and the other to 
petty cash payments. Experience proves that the 
files of vouchers are practically complete (though 
not in order!), the bank Pass Book can generally 
be completely vouched, and the summation of the 
cash payments as per vouchers, together with 
wages as per Wages Book, gives a total of the 
weekly cash expenditure, the balance of the weekly 
cheque being debited to the proprietor as drawings. 

The accountant is asked to prepare an annual 
statement showing the total result of the working 
for the year, for the client's own information and 
for the settlement of his taxation Uabilities. 

The course of the accountant is fairly clear — 

(i) He vouches the Pass Book and makes an 
analysis of the payments. He is not asked to 
arrive at the separate results of the different con- 
tracts but the invoices, having the names of the 
jobs written on them, enable him to see what 
pa]nnents have been made on uncompleted work, 
(a) The accountant gives careful consideration, 
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in consultation with the client, to the position of 
the uncompleted contracts, and by carrying his 
consideration of the Pass Book and the voucher 
files beyond the date of the account, he can arrive 
at the outstanding liabilities. 

(3) The contracts undertaken are few in number 
and it is, therefore, easy to trace pa5anents from 
the Pass Book and to complete a statement of 
debts outstanding due to the business. 

(4) The client makes a valuation of his loose 
plant at the Balance Sheet date. 

A working sheet, similar to the one set out on 
page 78 (No. 5), is prepared each year and no 
great difficulty is experienced in completing the 
accounts and giving a report that the accountant 
is satisfied with their accuracy. 

(e) Solicitor 

£ is a solicitor. A solicitor’s accounts constitute 
a special case because the solicitor is so frequently 
the temporary custodian of clients’ moneys and in 
the small "one man’’ practice, if records are 
allowed to fall into arrear through pressure of 
business, or are not reasonably complete, confusion 
of moneys is almost inevitable; an accountant 
may be called upon to evolve order from something 
approaching chaos. 

The Solicitors Act of 1933, together with the 
Rules made thereunder by the Law Society, came 
into force on the ist January, 1935, and the effect 
of the Act and Rules must be thoroughly appreci- 
ated. Its principle is that moneys coming to the 
hands of a solicitor in connexion with his practice 
are to be distinguished as {a) moneys received from 
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or on account of clients, and (b) moneys received 
and paid on his own account. This distinction 
must be maintained throughout the office book- 
keeping system and in the Banking Accounts. 

The Rules impose a statutory duty on the 
solicitor to keep "such books of account as are 
necessary to distinguish” these two classes of 
money, and also to open a Bank Account or Ac- 
counts in the title of which the word "client” 
appears. Moneys received on behalf of clients 
must be recorded separately in the books and paid 
"without undue delay” into the "client’s” Bank 
Account. In no case must clients' moneys pass 
into the solicitor’s own accovmt except where the 
client has for his own convenience requested that 
a specific amount should be withheld from the 
client’s Bank Account. 

The Law Society is given power to take action 
in order to ascertain whether the Rules are being 
properly complied with in any particular case, and 
for this purpose it may call for the production of 
books. Pass Books and vouchers, and penalties 
may be imposed in the event of default. 

Small solicitors, in many cases, keep a form of 
Cash Joiumal which is provided with columns for 
the entry of cash transactions and Journal rulings 
for such matters as transfers in respect of charges 
debited to clients and credited to the Private 
Ledger Account or for other Private Ledger 
items. 

Such Cash Books must now show clearly (a) 
cash received and paid on clients’ accounts, and 
(6) cash received and paid on "office” accoimts, 
that is, the solicitor’s own account. If the Cash 
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Book is found not to show this distinction com- 
pletely, the first step of the accountant will be to 
go through the transactions and make the separ- 
ation. Next, he should agree the two (or more) 
Bank Accounts, "client’s” and "ofi&ce,” with the 
respective columns in the corrected Cash Book and 
arrange for any adjustments and transfers neces- 
sary as between the accounts to be immediately 
dealt with, ensuring at the same time that such 
arrangements are made as will cause this distinc- 
tion to be observed and maintained in the future. 
The Ledger Accounts of the clients should show, 
preferably in separate columns, (a) the receipt and 
pajmient of moneys on clients’ accounts, and (6) 
charges by and payments to the solicitor for his 
services and disbursements. If this has not been 
done in the past, the accountant must make the 
distinction. To do this it may be necessary to 
rewrite the accounts but in most cases he will 
probably be able to deal with past transactions by 
checking the postings from the Cash Book and 
ticking items falling tmder (a) in ink of one colour 
and under (b) in ink of another colour; when he 
has done this, he should go through the accounts 
and abstract separately the balances on (a) and 
(6) items, carrying down both balances, possibly 
on opposite sides of the same account, arranging 
of course for proper treatment in future. 

Particulars of charges against clients in respect 
of costs, disbursements, etc., will usually be avail- 
able m a "Bills Delivered” Book and, when duly 
checked and completed, this book will provide the 
material for the credit to Profit and Loss Account 
and the debits to the clients' personal accounts. 
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It is usually advisable, in small cases, to check this 
throughout to the Ledgers, and there will also be a 
Petty Cash Book which need not contain any 
tmusual features. 

In preparing the financial statements of a 
solicitor’s practice, the Trial Balance should be in 
two parts — 

(1) The list of balances on the chents' Ledger 
Accounts, representing clients’ money in the 
solicitor’s hands, which should be equal to the 
balance, or balances, on the clients’ money Banking 
Accounts (with the exception referred to below) ; 
and 

( 2 ) The balance on Office Accounts, which will 
be all items not included in the list (i). 

The exception mentioned is that the sohcitor 
may maintain a balance of his own money in the 
client’s Banking Account for the purpose of cover- 
ing Bank Charges, etc. ; if he does not do so, he 
must arrange for such charges to be debited 
against his Office Accoimt, 

Consideration should be given to the value of 
uncompleted work, or work in respect of which no 
bUl has been delivered; in many practices, no 
value is set upon this work, but if it differs sub- 
stantially at the beginning and end of a year, the 
omission may materially affect the profit shown. 

In drafting the Balance Sheet of a sohcitor, the 
item “Creditors” should be spht so as to show 
separately — 

(tf) Moneys due to chents, and 
(6) Moneys due on other accounts ; 

and the two Bank Accounts should also be shown 
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separately in order that the relation between 
"dients"' creditors and “clients’” Bank Account 
may be seen. 

(/■) Farmer 

The majority of English farms are small in 
extent and are worked by the farmer personally, 
usually with the assistance of his family and a 
small working staff. In such cases the farmer is 
able to exercise a general supervision over the 
whole of the operations of the farm and to obtain 
a view of the result sufficient for his own purposes ; 
consequently, he is frequently lacking in enthus- 
iasm for completeness of accounting record. For 
taxation purposes, it is accepted that such a 
farmer is unable to prepare accounts and, in their 
absence, a conventional basis is provided for the 
purpose of the assessment of farming profits to 
income tax, this being based on the arbitrary 
assumption that the full rental value of the farm 
is a fair measure of the profits arising from its 
occupation. 

In certain circumstances, however, the farmer 
may desire to prepare accounts, either for his own 
information or for taxation purposes. 

In practice, the available records will be found 
to touch all points of the scale from the classic 
example of the farmer who kept his records on the 
bam door to the scientific farmer who indulged in 
intricate costings. 

As a general rule, a farmer will at least keep a 
diary and a labour book. Most farmers also avail 
themselves of the facilities offered them by the 
banks. The farmer usually records his transactions 
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in his diary as they occur, not at worked- 
out amounts but as a note of quantities and 
prices, in relation to both purchases and sales. 
Notes will also be foimd of payments received and 
the date of such receipt. As to the labour book, 
this usually records the wages paid each week and, 
possibly, cash disbursements. The bank Pass 
Book will also provide useful data since, in all 
probability, the larger transactions will have been 
settled by cheque. Information may also be con- 
tained on the counterfoils of the paying-in book 
and cheque book as to the nature of transactions. 

As a rule, most of the com sales are effected 
through one or two merchants and purchases of 
feeding stuffs, seeds and manures are made from 
these same merchants and a final settlement 
between the parties is effected by a payment to 
the party who, as a result of the various set-offs, 
is in credit at the date of the settlement. 

As to the live stock, a register of the movement 
of cattle, pigs and sheep must be kept by the 
farmer and this register will be useful in checking 
the purchases and sales. Auctioneers’ accounts 
will also be available if the farmer is sufficiently 
methodical to have retained them. 

Upon being called upon to prepare the first set 
of accoxmts, the accormtant should request the 
farmer to make a detailed valuation of all stock 
on hand, distinguishing working and other horses, 
dairy cows and other cattle, sheep, pigs, poultry, 
etc. Implements and machinery should be separ- 
ately scheduled and estimates made of the com 
on hand, whether in stack or threshed. Details of 
root crops, hay, straw, manures and tillages must 

S— (B.*44) 
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also be obtained, the latter being valued by 
reference to the seeds and manure used and labour 
expended. Information as to the precise acreage of 
the farm and how it was cropped during the pre- 
ceding twelve months will afford a useful check on 
sales. The accounts of merchants and others vidth 
whom the farmer has had dealings should be 
obtained, and schedules of creditors and debtors 
prepared. 

The bank payments for the period after the date 
of account should be scrutinized for any payments 
relating to the period of the accounts in respect of 
liabilities which may not have been picked up 
elsewhere. 

The next procedure is to prepare a statement of 
affairs based on the information obtained as above. 

The Cash Book should next be written up, 
information as to receipts being obtained from the 
diary, register of the movements of live stock, 
auctioneers’ statements, merchants’ accounts, pay- 
ing-in slips and the bank Pass Book. Details of 
payments and the nature thereof will be obtained 
from the labour book and cheque counterfoils in 
addition to statements, receipts and the bank Pass 
Book. Care should be taken to note any additions 
to implements and machinery made during the 
year. 

Having completed the writing up of the Cash 
Book, nominal accounts should be opened in a 
Ledger and the Cash Book items posted. Contra 
items should be journalized and in this connexion 
it may be mentioned that the accountant will, in 
all probability, find that there are no details 
available as to the proceeds of the sales of butter. 
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eggs and, where only a few cows are kept, of milk, 
the reason being that it is customary for the 
farmer's wife to retain such cash for housekeeping 
purposes. An estimate of the receipts from this 
source must be made and brought into credit, the 
debit, of course, being made to "Drawings” 
Account. 

The next step is to prepare a statement of affairs 
at the commencement of the period. The debtors 
and creditors will have become apparent as the 
various receipts and payments during the year 
have been vouched, but the difficulty will be in the 
making of a satisfactory valuation of the live and 
dead stock. The com, etc., on hand at the com- 
mencement can be ascertained by taking the sales 
during the year, adding the quantity consumed as 
feed during the year and valuing at the prices 
obtaining at the date of the statement of affairs, 
care being taken to exclude any of the current 
year’s crop. As to the live stock, the number on 
hand at the end of the year having been ascer- 
tained, additions must be made in respect of sales 
during the year and deductions made in respect of 
purchases and bejists, etc., bred. The valuation 
of implements at the commencement will be arrived 
at by taking the closing valuation, deducting pur- 
chases made during the year and adding sales 
effected. There should also be added such a sum 
as will represent the current year’s depreciation — 
usually 10 per cent. 

Having journalized and posted the various items, 
a Trial Balance should be drawn and the Trading 
and Profit and Loss Accounts and Balance Sheet 
prepared. 
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If the accountant is instructed to prepare 
accounts for subsequent years he will, of course, 
have a starting point in his last Balance Sheet, and 
he may find that the records are a little more 
complete, but he will find that most of the work 
set out needs attention in each year. In general, it 
will be well not to carry out the work until a little 
time has elapsed after the end of the period of 
account, and it will then be possible to list pay- 
ments made subsequently to the date of account 
in respect of liabilities at that date and to see that 
these are brought into accoimt. 


(g) Back Duty Investigation 

Special circumstances arise in connexion with 
the preparation of accounts in what are known as 
"Back Duty” cases, and these almost always call 
for the preparation of statements from records 
which are incomplete; not infrequently inten- 
tionally incomplete. 

Every case presents individual features and it is 
usually necessary to form a view as to the course 
of trading over a series of years. 

Main reliance will be placed by the Inland 
Revenue authorities on “A statement of means" 
or "A means test,” that is, a statement of the total 
financial worth of the individual concerned at a 
given date several years earlier, taken in com- 
parison with a similar statement at the end of the 
period under consideration, his cost of living, 
purchases of investments, repayments of loans 
and similar relevant factors being brought into 
accoimt. 
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The following is a specimen case — 

A and B are partners and have conducted a 
successful business for fifteen years. Accounts 
have been prepared annually from the business 
records and accepted as the basis for income tax 
assessments ; both the partners have small amounts 
of income from investments outside the business 
and each owns property. 

The business fell on bad times and money was 
paid in from a Bank Deposit Account hitherto 
unknown to the accountant who had prepared 
annually accounts of the trading. Following upon 
his inquiries, disclosure was made to the Inspector 
of the fact that proceeds of certain cash sales had 
been paid to undisclosed Bank Accounts in the 
names of the partners and that these amounts were 
not brought to credit on Profit and Loss Account 
in the years in which they arose. 

Investigation is required and agreed, and an 
accountant instructed to prepare statements cover- 
ing a period of twelve years. 

Disclosure is made of a number of Bank Ac- 
counts, some in joint names and other accounts in 
the name of each of the partners. Also the exist- 
ence of property and investments previously un- 
known is disclosed, income in respect of which 
has been paid into one or other of the undisclosed 
Deposit Accounts, having been received, of course, 
subject to deduction of tax. 

No records exist in respect of the Cash Sales 
diverted from the business to private accounts, 
and the only source of information is the undis- 
closed Bank Accounts. 

(i) The accountant sets up a statement of 
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"means” as at the beginning of the twelve-year 
period in respect of each of the partners, setting 
out all property then possessed. 

(2) He examines each private Bank Account 
and marks off all payments into these accounts 
which can be traced as having come from the 
business accounts and been recorded therein as 
drawings or amounts which represent transfers 
between accounts. 

(3) Summaries in respect of each year of other 
payments into each of the accounts are made 
imder the heads — 

(a) Source untraced, assumed to be cash sales 
unaccounted for. 

(b) Income from assets, investments, properties, 
etc., taxed at source, and the purchase and sale of 
assets. 

(4) Summaries of withdrawals from the several 
accounts and, as far as ascertainable, the use of 
these moneys, are prepared. 

(5) A statement of the position of each partner 
at the end of the twelve-year period for comparison 
with the statement at the beginning is prepared, 
and reconciliation between these made by the use 
of the other statements drafted. 

(6) Adjusted statement of income for each year 
beginning with the agreed assessments of profits 
returned for taxation, to which are added items 
under (3) (a) above. 

(7) Statements of total income for each year 
(for super-tax or sur-tax purposes) being the 
income as stated under No. 6 above, together with 
income taxed at source 3 (b). 

(8) Schedules of (a) Property, showing cost, 
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amount received if sold, etc., {b) Investments 
giving detail of all transactions, (c) Rents received 
in each year, and (i) Dividends and interest re- 
ceived; together with any other similar inform- 
ation will be necessary. 

The importance of examining vouchers and other 
documentary evidence by way of verification in 
these cases can hardly be overstressed — ^nothing 
must be taken for granted. The vouchers must 
receive careful scrutiny to ensure that the items 
relate to the person or business imder examination 
and that the goods bought, or charges accepted, 
are proper and normal to the business. 



CHAPTER VI 

REPORTS TO CLIENTS 

The report of an auditor to the members, made in 
accordance with the provisions of the Companies 
Act, can be kept at a minimum because there are 
certain statutory obligations with which the 
auditor must comply, and there has been a line 
of cases defining and interpreting his responsibility. 
If he has carried out his obligations and obtained 
satisfaction that the Balance Sheet is a true picture 
of the facts, he may just say so or report in what 
respects his sense of satisfaction is qualified. 

In the case of the preparation of accounts from 
partial records, a report should always be made by 
the accountant to his principals and either the 
report itself or a reference thereto should be placed 
upon the face of the Balance Sheet or Statement 
of Affairs. It will not be a "certificate”; an 
accoimtant certifies as to facts or reports an 
opinion. The conclusion will normally be an 
opinion that the statements prepared present a 
true view of the position of the business, or to 
what qualifications that view is subject, in the 
accountant’s opinion. It has already been men- 
tioned that the possibility of the use of a statement, 
prepared for one purpose, for a totally different 
purpose cannot be excluded, but the accountant 
can guard against inappropriate use, whether 
deliberate or inadvertent, by an adequate report 
with due qualifications so placed that any person 
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to whom the financial statements are exhibited 
receives notice of the existence of the report. 

It is in all cases desirable that the proprietor, or 
proprietors, should sign a copy of the Statements, 
in the same manner as Directors are required to 
sign a copy of the Balance Sheet of a company 
under the provisions of Section 129 of the Com- 
panies Act, 1929. 

The report should be so worded as to put any 
person reading it into a position to appreciate the 
state of the records available to the accountant, 
the extent of the work he has done, and the verifi- 
cations he has received, together with any esti- 
mates which enter into the figures, as well as his 
general satisfaction, or otherwise, with the result, 
but, on the other hand, care is necessary that the 
report should not be overloaded with detail ; 
technical terms should be avoided, and a style, 
direct, simple and free from ambiguity should be 
cultivated. The personality of the reader should 
be kept in mind during the drafting. 

Specimen Reports 

A simple report placed on a Balance Sheet in 
respect of accoimts prepared from a Pass Book, 
together with vouchers sufficient to satisfy the 
accountant that the pa5nnents made are proper 
to the business and were, in fact, made out of the 
funds of the business under examination, might 
read — 

We have prepared the foregoing statements from the Bank 
Pass Book of the business, together with vouchers produced 
to us and, in our opinion, the above Balance Sheet (or 
Statement of Affairs) is properly drawn up so as to exhibit a 
true and correct view of the state of affairs according to the 
best of our information and the explanations given to us. 
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A somewhat fuller report would follow the 
company form and say — 

We have examined the accounts of . . . for the year ended 
. . . We have prepared the foregoing accoimts and Balance 
Sheet from the books and vouchers of the business and have 
obtained all the information and explanations we have re- 
quired. In our opinion, this Balance Sheet is properly drawn 
up so as to exhibit a true and correct view of the state of the 
affairs of . . . according to the best of our information and the 
explanations given to us and as shown by the books. 

A statement on the face of a Balance Sheet 
which is accompanied by a detailed report, might 
be — 

We have prepared the foregoing Balance Sheet from the 
Bank Pass Books of the business, as supplemented by in- 
formation supplied to us, and have tUs day made the 
accompan}dng report thereon. 

Nature of Report 

In drafting the report, the accountant will have 
in mind the purpose for which his accounts have 
been prepared and, therefore, the nature of the 
report which would be desirable; and from an 
early stage in the investigation, he will have 
planned his work so as to reach that position, if 
possible. This very fact, however, emphasizes the 
importance of preserving an open mind until the 
work is completed, lest the possible interest of the 
client should be allowed to colour the report. 

In general, it may be said that the report, when 
taken together with the accounts prepared, should 
indicate (i) the instructions received and the scope 
of the work carried out, including a suflBlcient 
indication of the books and other records examined, 
(2) the extent to which vouchers have been avail- 
able and examined, (3) any special apportionmaits 
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as between capital and revenue, or as between the 
proprietor personally and the business, as for 
example, when the proprietor lives on the premises 
and rents and rates are apportioned, {4) the extent 
to which estimates have been used, and who has 
been responsible for them, (5) a statement as to 
the responsibility for stock, both as to enumeration 
and as to valuation, (6) special matters, as for 
example, in relation to Partnership Accounts. 

In conclusion, it should be remarked that it is 
particularly important in the type of case which 
has been under consideration that the accountant 
should call his client’s attention to any lessons to 
be drawn from the accounts prepared. In small 
cases, especially, the client is often unable to draw 
these lessons for himself from the statement of 
figures, and will appreciate the action of the 
accountant in the matter. For example, if the 
accountant has been engaged in the matter for 
several years, he will be able to say whether the 
ratio of gross profit is being maintained, whether 
the burden of specific overhead charges relative to 
the turnover is increasing or decreasing and, in 
general, to call attention to any particular items 
of expense which appear to him to need the client’s 
consideration. 



CHAPTER VII 


ON COMPLETING ACCOUNTS FOR 
THE FUTURE 

The accountant will naturally endeavour to 
arrange for the maintenance of such records in 
future as shall enable him to prepare complete and 
reliable accounts with a minimum of difficulty and 
uncertainty. He will consider the methods of the 
business and the personnel available, with a view 
to drafting a system in the simplest form possible. 
He should be able to draft a system of book- 
keeping, so simple and clearly expressed, that 
persons tmfamiliar with business books can under- 
stand it and make the necessary entries. The 
following suggestions are made — 

(i) Where a retail business is not only directly 
supervised by the proprietor but much of the work 
is done by him, it is obvious that if records are to 
be kept at all he will, in most cases, have to do it 
himself and the work involved in any proposed 
S3^tem must be reduced to a minimum. It is 
suggested that in such a case, if accoxmts on a cash 
basis can be maintained accurately and kept 
written closely up to date, it will be sufficient, and 
that the keeping of a smgle book, on the lines set 
out on page 8o (No. 7), will meet the absolute 
necessities of the case. It will be seen that the 
form suggested provides for the cash transactions 
of each week to be set out on a single page on the 
following lines — 
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{a) The entry each day of the total cash takings 
for the day and of the amotints banked, as and 
when banked, balanced by a total of cash “spent” 
as detailed below, and an amount carried forward. 

(ft) A record of the pa3nnents made out of cash, 
the total of which is carried into the first section. 

(c) A list of payments by cheque, divided so as 
to show separately payments for goods purchased 
for resale and other cheques — ^if the client merely 
completes the outer column the accountant will be 
able to make the dissection. 

A rather more complete form is given at page 
81 (No. 8), which may be preferred; in this case 
the totals under the various heads will be carried 
to a summary either week by week as they arise, 
the total being built up for the year, which is the 
better method, or alternatively, left for the ac- 
countant to summarize at the end of the year. 

When the accountant, at the end of the year of 
accormt, sets out to prepare accounts from the 
information so available, he will examine vouchers 
to the extent he considers necessary to verify the 
entries and allocations made in the book. He will 
examine till sheets or other evidence in confirm- 
ation of “ cash takings ” as necessary and available. 
He will check the bank entries with the Pass 
Book and prepare a reconciliation statement on 
the Bank Account. He will make inquiry in 
respect of outstanding accoxmts due to, or payable 
by, the business as at the closing date and particu- 
lars of the enumeration and valuation of stock-in- 
trade will be obtained from the proprietor. Having 
these statements before him, and having also 
available the statement of affairs prepared at the 
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end of the last business year, he will have no 
difficulty in completing his work and drafting a 
Trading and Profit and Loss Account, together 
with a Balance Sheet as at the end of the period. 

If he is instructed to audit as well as to complete 
accounts, he will go as much further into the 
checking and verifications as he considers necessary. 

It will be foimd that in ordinary cases, a single 
book kept in the form suggested will be sufficient 
and it will be within the capacity of the cUent. In 
cases where some amount of credit is given, a 
simple form of Debtors Ledger, possibly on a 
memorandum basis, will be maintained, the pay- 
ments by the debtors being brought into the main 
book as received; the accuracy of the Debtors 
Ledger record being confirmed by the preparation 
of a total account at balancing time. 

(2) On the basis of paying all cash collections 
into the bank and making all pa5nnents either by 
cheque or through petty cash kept on the imprest 
system, it will be possible to arrange for a more 
adequate system of record for a retail trader in cases 
where more book-keeping knowledge or capacity is 
available, or perhaps where more interest is taken 
by the proprietor in this side of his work. 

An analysed Cash Book, in the form set out on 
page 82 (No. 9), which provides columns on the 
Receipts side for discounts, cash sales, Sales 
Ledger Accounts (if necessary) and bank, and on 
the Payments side for discounts and amounts 
drawn from bank, with an analysis of the bank 
colmnn for purchases and simdry expense items 
as may be necessary in each case by way of 
extension in further cash colunms, will enable a 
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record to be maintained which will suffice for 
ordinary purposes. It is thought that the form 
given on the page named is sufficiently explicit and 
needs no further explanation. If the extension 
into appropriate columns is not currently made 
there will be no difficulty in completing it later, or 
the accountant can do it when vouching. 

Any purchases on Capital Account should be 
extended into the column headed “Sundries” and 
at the end of each month, or longer period, this 
colunm can be analysed as necessary. 

If, as is the unfortunate habit of many small 
shopkeepers, there are payments out of cash, it 
will be necessary to have a cash column on each 
side and the cash items on the payments side will 
be extended into the appropriate analysis columns. 

The two bank columns will, of course, show the 
balance for reconciliation with the Pass Book. 

In addition, a Sales Day Book for credit sales, 
the total of which will be posted to a Sales Account, 
and the detail to the individual debtor’s accounts, 
will also be necessary, and a Debtors Ledger, 
postings to which will be from the Sales Day Book 
and the Cash Book. 

It is suggested that a Private Ledger should be 
kept in all but the smallest cases, but in its 
absence similar record can be maintained in the 
accountant’s papers or working sheets. 

At balancing date, care must be taken to bring 
in all outstanding accoimts, whether for goods for 
resale, or for accrued charges in respect of such 
expenses as rates, heating and lighting, etc., and 
the unexpired values of insurance premiums paid, 
if these justify such treatment. 
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(3) 

JOURNAL 


31st December, 1936 


Sales ........ Dr, 

To Purchases ....... 

Being transfer of amounts settled in Contra, 
as per list. 

Purchases Dr. 

To Creditors ....... 

Being amounts outstanding at this date, as 
per list. 

Debtors Dr. 

To Sales 

Being amounts outstanding at this date, as 
per list. 

Wages ........ Dr. 

Rent „ 

Printing and Stationery . . . „ 

To Insurances ....... 

„ Suspense Account . . . . . 

Being amounts accrued due and unexpired 
values at this date 


£ 

£ 

45 

43 

350 

350 

800 

800 

10 




H 

12 

■ 

15 

il»222 

£i,222 




(4) 

CAPITAL 

T. Brown 



£ 

£ 

Balance at ist Jan., 1936 


670 

Payments made : 

National Furniture Co 

64 


Dr. A. S 

42 


Brough, Jenkins & Co. 

25 


X. Y 

26 


Rent (Personal) 

65 


Cash ch^ues ........ 

163 


Cash Drawings 

385 

*47 


Add : Profit for the year 

■ 

532 

^*38 

834 

Balance, 31/22/36 

■ 

£962 














WORKING SHEET FOR THE YEAR ENDED 3isT DEC., 1936 
T. Brown, Brohampton 

{Note. For simplicity shillings and pence have been omitted from this exai 
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r. Brown 

TRADING AND PROFIT AND LOSS ACCOUNT 
for the year ended 31st December, 1936 


By Sales 

M Stock at 31st Dec., 
1936 . 


To Stock at 31st Dec., 

£ 

400 

1935 . 

„ Purchases 

9.155 

„ Wages 

567 

„ Bailee c/d 

1,728 


1.850 


To Salaries . 

„ Rent and Rates 
,, Lighting and Heat 
„ Repairs and Replace- 


ments . 


„ Printing and Sta- 
tionery 

„ Postages and Tele- 

25 

phones 

60 

„ Insurances 

43 

„ Subscriptions and 

Charities 

8 

„ Sundry Expenses 
„ Balance, transferred 

145 

to Capital Account 

824 


/ i , 7*8 



By Balance b/d 



T, Brown 

BALANCE SHEET AS AT 31ST DECEMBER, 1936 
Liabilities Assets 


Creditors • 

Accrued Charges 
Coital — 

T. Brown. As at 
31 Dec., 1935 . 670 

Add Profit for 
the year . . 824 

r « 

Lass Drawings . 332 


. 962 

;tx.339 


— Bank Ltd. 

Cash 
Debtors 
Stock in Trade 
Unexpired Values . 
Fixtures, fittings and 
furniture written ofi 


_i?j 33 ? 
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(6a) 

ALTERNATIVE STATEMENT OF RESULT 


Sales for the year ended 31st December, 1936 . 11,400 

Less Cost of Sales : Goods . . . *£9^0^ 

Wages .... 567 

9.672 

Gross Profit ..... £^» 7 ^^ 

Less Establishment Charges (in detail) . . 904 

Leaving Nett Profit ..... 


(7) 

SMALL RETAIL BUSINESS 
(Sales for Cash only) 


Weekly Cash Record 


19... 


£ 

19... 


£ 

Jan. I 

Takings 

12 

Jan. 3 

Banked 

so 

2 

»» • • 

8 




3 

$» * • 

13 




4 

»* • • 

7 




5 

»» • • 

15 

5 

Spent as below . 

20 

6 

i» • • 

25 


20 


Total 

£So 



£70 

Brought forward from last 


Carried 

forward to next 


week 

. 

*5 

week 

. 

35 



£jos 



£t03 


Cash Payments 
Detail Items as paid out 
Wages as paid out 

Total, As above . . £20 

BANK PAYMENTS (by cheque) 


Name 


Particulars 


Pur- 

chases 
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(8) 

WEEKLY SUMMARY FOR SMALL RETAIL BUSINESS 
Sales entirdy or mainly for cash 




















INDEX 


Accountant's responsibility, ii- 

14 

Accounts, building up, 27-30 
Auditing, 2, 70 

Auditor and Accountant, Dis- 
tinction, 2 

Back duty investigations, 60-3 
Bakery comparisons, 28-9 
Balance Account, 24, 78 

Sheet, 25, 40, 41, 55, 79 

Bank Account (Total), 22, 75 

Accounts, Private, 18, 62 

Bankruptcy Act, Section 158, 6-7 

Section 26, 7 

Bills Receivable, 40 
Builders* accounts, 50 

Capital account, 77 
Capital expenditure, 39 
Cash Account (Total), 23, 76 

basis accounting, 21-22, 33, 

49, 68 

books, form of, 69, 70, 82 

record (weekly), 80, 81 

takings, 69 

Client's Account (Solicitors'), 53 
Company's Act (1929), Section 
122, 9 

, Section 274, lo 

Comparisons, 27-8, 28-9 
Contingent liabilities, 41 
Costings, 27 

Creditors ledger analysis, 26 

Debtors Ledger analysis, 26 
Deficiency defined, 2 
Deliberate deficiency, 17, 60-3 
Depreciation. 37 
Drawings, 23. 38, 59 

Engineering shop, 42 
Estimates, 27, 37 
Examples^ 

Back duty, 60 
Builder, 50 
Engineer, 42 
Fanner, 56 
Sh^keeper, 49 


Examples (contd ,) — 

Solicitor, 52 
Tailor, 47 

Farmers' Accounts, 56-60 

sales, 57 

working records, 56-7 

Financial statements, form of, 32 
Forward contracts, 36-7 

Gross Profit — ^rates, 28-30 

Hawthornethwaite & Sons v, Kelly, 
6 

Illustrations of method, 42-63 
Investigations, 17-19 
Income tax, back duty, 61-3 

returns, i, 46 

Instructions to accountant, 12, 30 

Journalization, 24, 59, 77 

Lease — Amortization, 37 
ledger analysis, 25, 44, 48 
Legal provisions, i-ii 
Lessons from accounts, 67 
Listing books produced, 19 
Live Stock Register, 57 

Means test, 60 
Methods, 19-20 
Mutton, In re, 1 1 

Partnership Act, Section 24, 8 

, Section 28, 9 

bookkeeping, 9, 38-9 

"'Pass Book" Accounts, 65 
Pendleburys Ltd, v. Ellis, Green 6* 
Co,, 19 

Private Bank Accounts, 18, 62 

Ledgers, 22, 48, 71 

Procedure, 15-32 
Profit and Loss Accounts, 24, 27, 
54. 78, 79. 80 
Programme of work, 30-1 
"Proper" books, ii 
Purpose, importance of, xx-X4. 66 
Puxchaaes* 3. 25. 33, 43. 47. 51 


«3 



CONSTRUCTING ACCOUNTS 


84 

Queries, 26 

Reports, Staff, 31-2 

to ctients, 4. 12, 14, 64-7 

Responsibility to keep accounts — 
company, 9-10 
partners, 9 
sole trader, 5-8 

Responsibility of accountant, 

II-X4 

Retail shopkeepers, 3, 49, 68-71 

Sales, 3, i8, 25, 33. 36. 42, 39 
Schulze V. Bensted (1913), 6 
Signatures (clients) to accounts, 63 
Solicitors Act and Rules, 32-3 

Bookkeeping, 34 

Cash Joum^, 33 

''Clients*’* Accounts, 53, 34 


Statement of Affairs, 24, 40, 41, 45, 
59 

Stocks, 34-5, 43, 57, 39 

Tailors' Accounts, 47--8 

Total Accounts, 20-5 

Trading and Profit and Loss Ac- 
counts, 3, 24, 27, 29-30, 32, 
43. 59. 70. 79. 80 

Verification of Balance Sheet, 3, 
40 

Vouchers, 63, 69 

Wages, 33 

Weekly C^h Records, 80-1 

Westminster Road Construction 
case, 33 

Working Sheet, 23, 46, 32, 78 

Work in Progress, 35 


MAOS IN GSSAT OWTAIN AT TNS PITMAN PKSM, lAfll 
C7— (B.S44) 






